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Background 

A tax  credit  is  treated  as  a reduction  for  taxes  owed.  Generally,  it  is  awarded  by  a 
government  entity  to  a private  entity  in  exchange  for  a predetermined  outcome.  Tax 
credits  can  be  characterized,  according  to  the  Department  of  Economic  Development,  as 
one  of  three  types  of  credits:  economic  benefit  credits,  quality  of  life  (social  benefit) 
credits,  or  a hybrid  credit  of  which  the  intention  is  to  produce  economic  benefit  as  well  as 
to  increase  the  quality  of  life.  ^ 

The  first  tax  credit  program  initiated  in  Missouri,  the  Neighborhood  Assistance 
Program,  was  created  in  1977.  Since  then,  Missouri  has  steadily  increased  the  number  of 
tax  credit  programs  along  with  a dramatic  increase  of  tax  credit  programs  in  the  late 
1990s,  when  Missouri’s  economy  was  booming.  As  of  today,  there  are  fifty-three  tax 
credit  programs  in  existence  with  some  of  the  caps  of  the  programs  exhausted  and 
therefore  unable  to  operate  until  the  caps  are  increased. 

Features  of  Tax  Credits 

Missouri  tax  credits  are  structured  with  different  features.  These  features  are  not 
standardized  among  the  programs  and  may  vary  with  each  specific  credit. 

Carry-back  Provision 

This  feature  allows  the  taxpayer  to  apply  the  tax  credit  against  taxes  that  have 
already  been  paid  or  that  are  owed  from  previous  tax  years.  In  essence,  the  taxpayer  can 
receive  a refund  for  the  amount  of  the  credit  used  toward  tax  liability  in  previous  tax 

* The  classification  of  tax  credits  was  taken  from  the  Missouri  Incentives  Review  Committee  Report, 
released  in  November  of  2005.  This  report  was  provided  to  the  committee  in  December  of  2005. 

^ This  number  is  disputable  depending  on  how  the  programs  are  classified.  There  are  62  incentive 
programs  according  to  the  Missouri  Incentives  Review  Committee  Report,  though  not  all  of  these  programs 
award  tax  credits.  The  true  number  of  tax  credits,  however,  is  in  the  low  to  mid  -fifties. 
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years.  Those  credits  that  have  a carry-back  provision  have  a standard  carry-back  length 
of  up  to  three  years.^ 

Carry-forward  Provision 

This  feature  allows  the  taxpayer  claiming  the  credit  to  apply  the  credit  to  the 
taxpayer’s  tax  liability  in  future  tax  years.  Unlike  the  carry-back  provision,  there  is  no 
standard  length  of  time  for  the  carry-forward  provision.  The  length  of  time  of  the  carry- 
forward provision  (for  those  credits  that  have  this  provision)  ranges  from  four  years  to  (in 
one  credit’s  case)  unlimited."^ 

Refundable 

Some  tax  credits  may  be  refundable,  meaning  that  should  the  amount  of  the  tax 
credit  exceed  the  taxpayer’s  tax  liability,  the  remaining  amount  of  the  tax  credit  is  viewed 
as  an  overpayment  of  taxes  and  therefore  can  be  awarded  to  the  taxpayer  as  a refund.^ 
Transferable 

Many  of  the  tax  credits  can  be  sold  or  assigned  to  a different  taxpayer.  Evidenced 
through  a certificate,  these  credits  are  often  sold  for  less  than  its  full  value  so  that  the 
taxpayer  that  sells  the  credit  realizes  the  benefit  of  immediate  capital. 

Recapture 

Some  state  tax  credits  have  a recapture  provision,  meaning  that  if  the  entity  who 
is  awarded  the  credit  does  not  meet  the  obligations  of  the  program,  the  state  has  the  right 
to  recapture  or  take  back  the  credit  that  was  awarded. 

^ For  a list  of  those  credits  that  have  a carry-back  provision,  please  refer  to  the  EXCEL  spreadsheet 
included  as  Appendix  A in  the  report.  This  EXCEL  spreadsheet  does  not  have  the  credits  that  were 
established  in  the  2006  legislative  session.  This  spreadsheet  was  provided  by  Paul  Rothstein  and  Nathan 
Weininger  of  Washington  University. 

^ One  credit,  the  Disabled  Access  Tax  Credit  has  an  unlimited  carry-forward  provision.  Eor  each  specific 
credit’s  carry-forward  provision,  please  refer  to  the  EXCEL  spreadsheet  included  as  Appendix  A. 

^ Eor  a list  of  tax  credits  that  are  refundable,  please  refer  to  the  EXCEL  spreadsheet  included  as  Appendix 
A. 
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Entitlement  vs.  Discretionary  Credits 

Tax  credits  can  either  be  entitlement  credits  or  discretionary  credits.  Entitlement 
credits  must  be  awarded  to  the  taxpayer  that  meets  the  requirements  of  the  tax  credits.  In 
the  case  of  tax  credits  that  are  discretionary,  the  taxpayer  must  still  meet  the 
qualifications  of  the  tax  credit  program;  however,  the  agency  charged  with  the  program’s 
administration  has  discretion  in  deciding  which  taxpayer  is  awarded  the  credit. 
Contribution  Tax  Credits 

The  amount  awarded  for  some  tax  credits  are  based  on  the  amount  of  private 
expenditures  invested  in  a specific  project.  Other  programs  are  generally  geared  toward 
“social”  (quality  of  life)  purposes  and  the  amount  awarded  is  based  on  the  amount  of 
contributions  given  to  the  cause  (generally  the  amount  awarded  via  tax  credit  is  50%  of 
the  donation). 

Caps  on  Tax  Credits 

Many  of  the  tax  credits  have  caps  on  the  amount  of  money  that  can  be  awarded. 
The  type  of  cap  depends  on  the  individual  tax  credit  program.  Credits  with  annual  caps 
have  a predetermined  amount  each  year  that  can  be  awarded  through  the  program.^ 
Credits  with  cumulative  caps  have  a predetermined  amount  that  can  be  awarded  through 
the  course  of  the  program’s  life.  Some  of  the  credits’  cap  amounts  are  determined 
annually  through  the  legislature’s  appropriation  process  each  year.  Some  of  the  tax 
credits  are  interrelated  because  their  cap  amounts  are  subject  to  the  availability  of  funds 
in  a single  pool  of  money.  Also,  many  of  the  tax  credits  do  not  have  a cap  at  all. 

® The  Infrastructure  Development  Fund  Contribution  Tax  Credit’s  annual  cap  may  be  exceeded  with  the 
combined  consent  of  the  Commissioner  of  Administration,  the  Director  of  the  Department  of  Economic 
Development,  and  the  Director  of  Revenue.  Section  100.286.6,  RSMo. 

^ For  a specific  credit’s  cap  feature,  please  refer  to  the  EXCEL  spreadsheet  included  as  Appendix  A. 
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Alternative  Minimum  Tax 


The  Alternative  Minimum  Tax,  popularly  cited  as  AMT,  was  created  in  the 
Federal  Internal  Revenue  Code  in  1969  and  first  implemented  in  1970.  The  idea  behind 
this  alternative  tax  was  to  prevent  those  taxpayers  with  extraordinary  incomes  from 
taking  advantage  of  the  many  deductions  and  exemptions  allowed  by  the  internal  revenue 
code  so  that  all  taxpayers  pay  something.^ 

The  IRS  requires  certain  taxpayers  to  first  calculate  their  tax  liability  under 
normal  circumstances  and  then  calculate  their  tax  liability  under  the  Alternative 
Minimum  Tax  (eliminating  certain  deductions  and  exemptions).  Should  the  tax  liability 
under  the  Alternative  Minimum  Tax  exceed  the  tax  liability  calculated  under  normal 
circumstances,  then  the  taxpayer  would  have  to  meet  the  difference  between  the  two 
calculations.  This  difference  would  then  be  credited  to  the  taxpayer’s  tax  liability  in 
those  future  years  where  the  Alternative  Minimum  Tax  was  not  a factor  in  determining 
tax  liability.  Essentially,  those  taxpayers  that  perpetually  calculate  their  federal  income 
tax  liability  with  the  Alternative  Minimum  Tax  continually  build  credits  to  off-set  future 
federal  income  tax  liability. 

The  Alternative  Minimum  Tax  used  to  affect  only  a small  amount  of  taxpayers, 
yet  not  indexing  for  inflation  coupled  with  the  federal  tax  cuts  enacted  in  2001  has 
recently  caused  many  more  taxpayers  to  come  under  the  Alternative  Minimum  Tax 
umbrella.  The  AMT  tax  has  important  considerations  for  Missouri’s  state  tax  credits 
because  one  of  the  deductions  eliminated  under  the  federal  AMT  calculation  is  the 
deduction  for  state  income  taxes  paid. 

* A Congressional  Budget  Office  brief  of  the  Alternative  Minimum  Tax  is  included  as  Appendix  F. 
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Tax  Credit  Accountability  Act  (2004) 


In  2003,  the  St.  Louis  Post  Dispatch  reported  widespread  abuse  in  regards  to  one 
of  Missouri’s  tax  credit  programs,  the  Rebuilding  Communities  Tax  Credit  Program. 
Testimony  from  the  Attorney  General’s  Office,  the  State  Auditor’s  Office,  and  the 
Department  of  Economic  Development  led  to  a reform  of  the  statutes  concerning  tax 
credits  to  increase  accountability,  effectiveness,  fiscal  responsibility,  and  public  benefit. 
The  following  changes  were  implemented  as  a result  of  the  Joint  Committee  on  Tax 
Policy’s  work: 

1.  The  Joint  Committee  on  Tax  Policy  is  required  to  automatically  review  any  audit 
conducted  by  the  State  Auditor’ s Office  concerning  a tax  credit  within  six  months 
of  receiving  the  audit.^ 

2.  Includes  the  Attorney  General  in  a list  of  people  which  may  receive  information 
regarding  an  individual  taxpayer  if  the  information  is  pertinent  to  an  Attorney 
General  investigation. 

3.  The  establishment  of  a system  to  classify  each  tax  credit  in  order  to  verify 
compliance  and  instill  confidence  without  causing  undue  burdens  on  those 
applying  for  the  credits.^* 

4.  The  implementation  of  reporting  requirements  for  all  the  tax  credits.  The 

12 

reporting  requirements  vary  according  to  the  specific  features  of  each  credit. 


‘'Section  21.810,  RSMo 
Section  32.057,  RSMo 
" Section  135.800  and  135.802,  RSMo 

The  taxpayer  receiving  the  tax  credit  also  received  the  responsibility  of  the  reporting  requirements, 
except  in  the  case  of  contribution  credits  in  which  the  reporting  was  left  to  the  entity  distributing  the  tax 
credits. 
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These  requirements  are  intended  to  provide  information  to  future  legislatures  so 

that  they  have  the  information  to  accurately  assess  the  value  of  each  credit.  A 

1 ^ 

compliance  system  is  also  implemented  for  these  reporting  requirements. 

5.  Adopts  a requirement  that  in  order  to  receive  a tax  credit,  the  taxpayer  must  not 
owe  any  delinquent  taxes. 

6.  Requires  all  departments  responsible  for  administering  a tax  credit  program  to 
employ  a tracking  system  to  track  each  program. 

7.  Prohibits  tax  credits  for  donations  to  the  Missouri  Higher  Education  Scholarship 
Fund  and  the  Advantage  Missouri  Program. 

8.  Makes  application  information  available  under  the  Sunshine  Law  after  the  tax 
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credits  have  been  approved. 

9.  Grants  the  Department  of  Economic  Development  expanded  options  in 
developing  agreements  with  tax  credit  applicants  regarding  discretionary  tax 
credits.  These  expanded  options  are  also  extended  to  agreements  concerning 
recapture  provisions.'^ 

10.  Requires  the  State  Auditor  to  examine  all  tax  credit  programs  in  the  state,  not  just 
the  programs  administered  by  the  Department  of  Economic  Development,  every 
four  years  and  report  the  finding  to  the  Governor,  the  Legislature,  and  specifically 
the  Joint  Committee  on  Tax  Policy.'^ 


Section  135.810,  RSMo 

Section  135.815,  RSMo 

Section  135.825,  RSMo 

Section  173.196  and  173.796,  RSMo 

Section  610.255  and  620.014,  RSMo 

Section  620.017,  RSMo 

Section  620.1300,  RSMo 
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According  to  Section  620.1300,  RSMo,  the  State  Auditor’s  Office  is  responsible  for 
examining  the  effectiveness  of  all  tax  credit  programs  every  four  years  beginning  at  the 
date  January  1,  2001.  A 2005  audit  on  the  Community  Development  Corporation  Tax 
Credit  Program  showed  the  progress  that  the  State  Auditor’s  Office  made  on  these 

90 

examinations  since  January  1,  2001. 

Tax  Credits  Reviewed  by  the  JCTP 

Since  the  enactment  of  the  Tax  Credit  Accountability  Act  of  the  2004  session,  the 
Joint  Committee  on  Tax  Policy  has  reviewed  all  three  audits  concerning  tax  credits  that 
have  been  issued  by  the  State  Auditor’s  Office.  A brief  description  of  the  three  tax  credit 
audits  are  outlined  below. 

Small  Business  Investment  Tax  Credit^^ 

The  Small  Business  Investment  (SBI)  tax  credit  program  started  in  1993  and  was 
authorized  to  issue  up  to  $13  million  in  tax  credits  to  individuals,  partnerships,  financial 
institutions,  trusts  or  corporations  making  qualified  investments  in  Missouri  small 
businesses.  The  program  issued  tax  credits  valued  at  40  percent  of  the  investment  amount 
for  investments  in  Missouri  small  businesses  and  60  percent  for  qualified  small 
businesses  in  a distressed  community.  The  legislation  established  the  SBI  program  to 
induce  private  investment  into  new  or  growing  Missouri  small  businesses,  which  would 
create  jobs  and  investment. 


This  page  and  not  the  entire  audit  is  included  as  Appendix  E.  The  full  audit  report  was  distributed  to  the 
Joint  Committee  on  Tax  Policy  in  January  2006  and  is  available  at  the  following  website: 
http://auditor.mo.gOv/press/2005-55.pdf 

A copy  of  this  audit  was  provided  to  the  committee  in  January  of  2006.  For  an  electronic  copy  of  the 
audit  visit  http://auditor.mo.gov/press/2005-54.pdf. 
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The  audit  recommended  that  the  General  Assembly  not  increase  its  cumulative 
cap  which  would  make  the  program  active  again.  The  Missouri  Incentives  Review 
Committee  concurred,  commenting  that  the  program  will  not  create  enough  activity  to 
offset  the  value  of  the  tax  credits.  The  committee  did  suggest  that  state  resources  should 
be  allocated  to  a new  program  that  provides  a better  method  for  seed  and  venture  capital 
investments  in  targeted  companies. 

Community  Development  Corporation  Tax  Credit 

Initiated  in  1994,  the  Community  Development  Corporation  tax  credit  was 
intended  to  create  community  development  centers  which  would  invest  in  small 
businesses,  housing,  and  redevelopment  projects.  The  cumulative  cap  ($6,000,000)  of 
the  tax  credit  has  been  exhausted;  all  of  the  tax  credits  available  have  been  authorized, 
but  not  yet  issued  or  redeemed. 

The  audit  recommended  that  the  General  Assembly  should  let  the  program  expire 
citing  the  program’s  failure  to  make  a return  on  the  state’s  investment.  The  Missouri 
Incentives  Review  Committee  came  to  the  same  conclusion  in  their  report. 

Examination  Fee  Tax  Credi^^ 

Insurance  companies  receive  a tax  credit  for  reimbursement  of  a fee  that  they  are 
charged  by  the  Missouri  Department  of  Insurance.  This  fee  is  collected  by  the 
Department  of  Insurance  and  deposited  into  the  Insurance  Examiners  Fund.  The  fund  is 
then  used  to  pay  for  staff  and  expenses  to  conduct  the  examinations. 

A copy  of  this  audit  was  provided  to  the  committee  in  January  of  2006.  For  an  electronic  copy  of  the 
audit,  visit  http://auditor.mo.gov/press/20Q5-55.pdf. 

A copy  of  this  audit  was  provided  to  the  committee  in  May  of  2006.  For  an  electronic  copy  of  the  audit, 
visit  http://auditor.mo.gOv/press/2005-75.pdf.  Additional  information  regarding  how  other  states  treat 
insurance  companies’  examination  fees  was  requested  by  the  committee.  This  was  provided  to  the 
committee  in  September  of  2006  and  is  included  as  Appendix  C. 
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Examinations  are  conducted  for  two  reasons: 


1.  Financial  Examinations-  Are  used  to  assess  the  insurance  companies’  financial 
stability 

2.  Market  Conduct  Examinations-  Reviews  insurance  companies’  compliance  with 
Missouri’s  insurance  laws 

Missouri  is  one  of  five  states  that  allow  insurance  companies  to  receive  tax  credits  for 
examination  costs.  Under  section  148.400,  RSMo,  insurance  companies  can  deduct  the 
entire  cost  of  examinations  (fees  that  they  pay)  from  premium  taxes  paid  to  the  state  and 
deposited  into  the  General  Revenue  Fund.  A state  law  passed  in  2001  allows  insurance 
companies  to  carry  forward  these  credits  for  five  years.  The  Auditor’s  Report 
recommends  that  the  Department  of  Insurance  seek  legislation  to  either  reduce  or 
eliminate  the  credit.  In  response,  the  department  said  that  it  would  continue  to  supply 
information  to  the  General  Assembly  as  required  by  the  Tax  Credit  Accountability  Act- 
SB  1099. 

Low  Income  Housing  Tax  Credit 

The  Eow  Income  Housing  Tax  Credit  is  a federal  program  established  in  the  Tax 
Reform  Act  of  1986.  The  intent  of  the  program  is  to  provide  low  income  housing 
through  private  development  by  authorizing  credits  to  private  entities  in  exchange  for 
lower  than  market  rental  rates  to  private  citizens.  The  private  entity  must  comply  with 
the  regulations  of  the  program  for  fifteen  years  or  face  recapture  of  the  federal  tax  credit. 
Each  year  the  federal  government  authorizes  an  amount  equal  to  $1.90  (this  amount  is 
adjusted  for  inflation  each  year)  times  its  population  to  each  state.  The  executive 
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authority,  in  this  case  the  Missouri  Housing  Development  Commission,  is  charged  with 
administering  the  program.  Some  states,  as  in  the  case  of  Missouri,  have  a program  that 
is  twined  with  the  federal  program  which  provides  additional  incentives  (tax  credits)  to 
developers  to  provide  affordable  housing  in  extremely  low  income  areas. 

Developers  who  are  awarded  both  the  federal  and  state  tax  credit  must  form  a 
partnership  with  a syndicator  (generally  the  developer  is  the  managing  partner  of  the 
project  while  the  syndicator  provides  the  capital  for  the  project  as  well  as  receives  the 
great  majority  of  the  tax  credits).  This  partnership  is  then  allocated  the  state  and  federal 
tax  credits  (a  tenth  of  the  total  value  of  the  tax  credits  each  year  over  the  course  of  ten 
years)  which  are  transferable.  The  syndicator  will  then  sell  the  tax  credits  to  investors 
(usually  at  a price  less  than  the  full  value  of  the  dollar)  in  exchange  for  the  immediate 
equity  and  partial  ownership  of  the  project. 

Testimony  before  the  Committee 

In  September  of  2005,  the  Joint  Committee  on  Tax  Policy  heard  testimony  from  a 

24 

tax  credit  panel.  The  comments  and  recommendations  of  this  panel  as  well  as  the 
suggestions  provided  in  a briefing  paper  submitted  to  the  committee  are  outlined  below. 
General  Observations 

State  tax  credit  programs  have  an  interplay  effect  with  the  Federal  tax  code. 
Some  state  programs,  such  as  the  Low  Income  Housing  Tax  Credit  or  the  Historic 
Preservation  Tax  Credit,  are  modeled  or  twinned  with  a federal  program  to  reduce 


The  panel  consisted  of  Steven  Stogel  of  DFC  Group,  Douglas  Woodruff  of  Bank  of  America,  and  Linda 
Martinez  of  Bryan  Cave,  LLP. 

The  briefing  paper  was  submitted  by  one  of  the  members  of  the  panel,  Steve  Stogel  of  DFC  Group. 
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administrative  compliance  costs  as  well  as  to  leverage  more  capital  to  Missouri  by 
attracting  investors  with  incentives  at  the  state  level. 

Missouri’s  tax  credits  should  adopt  standard  features  including  a broad  and 
universal  definition  of  taxpayer,  especially  to  include  public  and  private  foundations  as 
well  as  standard  carry-back  and  carry-forward  provisions.  The  standardization  of  these 
tax  credit  features  as  well  as  uniformity  in  the  transferability  and  “certification”  of  tax 
credits  were  echoed  by  the  Missouri  Incentives  Review  Committee  in  their  report.  The 
report  also  discussed  developing  uniformity  among  the  following  definitions  in  relation 
to  tax  credits:  new  jobs,  new  private  investment,  project  facility,  related  company,  base 
employment,  and  eligible  company.  In  addition,  the  Missouri  Incentives  Review 
Committee  recommended  developing  uniform  and  consistent  procedures  as  well  as 
implementing  electronic  applications  to  ease  compliance  and  increase  accuracy.^’ 

State  credits  generally  “reduce”  and  not  “pay”  state  tax  liability. 
Consequentially,  the  deduction  for  state  taxes  paid  for  non- AMT  taxpayers  is  lost  if  state 
tax  credits  are  used.  For  AMT  taxpayers,  the  deduction  for  state  taxes  paid  is  eliminated 
in  the  AMT  calculation. 

Missouri  should  review  all  tax  credit  programs  that  have  a refundable  provision. 
These  programs  are  included  in  the  total  states  revenues  (TSR)  and  therefore  fall  under 


For  instance,  investors  would  more  likely  invest  in  a project  in  a state  which  has  a program  that  mirrors 
the  federal  program  because  the  monetary  incentive  to  invest  in  the  project  would  be  greater. 

Missouri  Incentives  Review  Committee  Report,  page  16. 

IRS  chief  Counsel  Memorandum  200445046  responded  to  a Massachusetts  inquiry  which  asked  for 
clarification  regarding  whether  tax  credits  either  pay  or  reduce  state  tax  liability.  The  memo  cited  that  tax 
credits  which  are  transferable  are  considered  an  exchange  of  property  and  therefore  are  considered  a 
payment  of  taxes  and  not  a reduction  of  taxes  paid.  The  memo  is  included  as  Appendix  D. 


11 


the  Hancock  law  umbrella.  The  tax  credits  that  are  not  refundable  may  not  be  included  in 
calculating  total  state  revenues. 

Any  reform  of  the  tax  credit  laws  especially  concerning  the  effective  date  and 
transition  rules  should  be  “carefully  articulated.” 

Missouri  should  consider  incorporating  its  own  version  of  the  Alternative 
Minimum  Tax  under  the  theory  that  “everyone  should  pay  something.” 

Missouri  should  also  consider  establishing  a process  to  review  how  many  tax 
credits/incentive  programs  can  be  aggregated  to  be  utilized  for  one  project  or  for  one 
particular  organization. 

Missouri  should  look  into  having  all  of  its  tax  credits  being  evidenced  by  a 
certificate. 

In  addition,  extending  the  reporting  requirements  for  how  the  tax  credit  is  actually 
used  may  be  one  method  to  increase  accountability,  effectiveness,  and  the  information 
used  in  determining  who  should  be  awarded  the  discretionary  credits  in  future  years. 
Contribution  Credits 

Changing  the  ratio  from  2:1  to  3:1  (for  every  two  dollars  of  donation,  one  dollar 
of  credit  or  50%  to  for  every  three  dollars  of  donation,  one  dollar  of  credit  or  33% 
respectively)  would  result  in  savings  of  $16,667,000  annually,  especially  if  Missouri 
expanded  its  definition  of  taxpayer  to  include  public  and  private  foundations.  This 
change  in  the  ratio  of  the  amount  of  tax  credits  awarded  would  not  deter  contributions.  A 
uniform  change  applied  to  all  tax  credits  would  be  the  ideal. 


Missouri  Merchants  and  Manufacturers  Association,  et  al.  v.  State  of  Missouri  and  Francis  E.  Flotron,  et 
al.  V.  Bob  Ftolden,  Governor,  et  al.  2001. 
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Additionally,  for  information  purposes,  if  appreciated  securities  are  used  for  the 
donation,  the  net  cost  of  the  taxpayer  is  reduced  as  the  federal  internal  revenue  code 
allows  for  a deduction  on  the  total  amount  of  charitable  donations  as  well  as  disallows 
any  capital  gain  collection.  Should  the  appreciation  reach  six  dollars  to  an  initial  one 
dollar  basis,  then  the  net  cost  of  the  donation  to  the  taxpayer  drops  below  zero  and 
becomes  positive. 

Low  Income  Housing  Tax  Credit 

To  improve  the  pricing  of  the  state  tax  credit,  Missouri  should  consider  reforming 
the  current  state  Low  Income  Housing  Tax  Credit  by  switching  to  a transferable 
certificate  program  rather  than  an  allocation  program.  This  change  would  expand  the 
limited  number  of  buyers  of  the  allocated  credits  to  a much  larger  pool  of  buyers 
interested  in  a transferable  certificate.  Also,  Missouri  should  consider  eliminating  the 
recapture  provision  of  the  state  tax  credit. 

The  logic  of  this  change  is  to  improve  the  pricing  (the  amount  that  the  credit  sells 
for  in  the  marketplace)  of  the  credit  which  for  the  state  credit  has  ranged  from  25-45 
cents  for  every  dollar  of  state  credit.  Making  the  state  tax  credit  a transferable  certificate 
drops  the  bank  financing  rate  of  15%  or  greater  to  a bank  financing  rate  of  6-7%, 
therefore  improving  the  pricing  of  the  credit.  The  elimination  of  the  recapture  provision 
would  also  increase  the  pricing  of  the  credit.  The  theory  is  that  the  recapture  provision 
on  the  federal  credit  is  too  great  of  a “hammer”  to  cause  the  partnership  to  falter  on  the 
obligations  of  the  program;  since  the  obligations  of  the  state  program  are  the  same  as  the 
federal  program,  the  benefits  of  the  increased  credit  pricing  while  still  taking  advantage 
of  the  “hammer”  associated  with  the  federal  recapture  provision  are  too  great  to  ignore. 
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Generally,  these  credits  have  been  treated  as  a reduction  of  income  taxes  owed 
rather  than  a payment  of  income  taxes.  This  has  important  implications  for  the  federal 
tax  code.  A reduction  in  state  income  taxes  paid  means  that  the  taxpayer  does  not  get  to 
deduct  the  value  of  the  credit,  only  the  remaining  state  income  tax  liability  after  the  tax 
credit  is  applied.  This  reduces  the  value  of  the  credit  for  the  highest  bracket  taxpayers  by 
35%  for  a non-AMT  corporation,  36%  for  a non-AMT  taxpayer,  and  28%  for  AMT^° 
taxpayers  for  every  dollar  of  state  tax  credit.  Some  of  this  “interplay”  with  the  federal  tax 
code  is  already  at  work  which  has  led  to  an  increase  in  the  pricing  of  the  credits  in  recent 
years. 

Additionally,  MHDC  can  cut  by  40%  the  amount  of  money  to  be  awarded  for  the 
state  tax  credit  program  and  still  leverage  the  same  amount  of  money  as  the  pre- 
Massachusetts  ruling,  25  cents  per  $1  of  credit.  This  administrative  change  would  allow 
savings  exceeding  $7,000,000  in  year  one,  $14,000,000  in  year  two,  $21,000,000  in  year 
three,  etc.  Should  the  legislative  changes  discussed  earlier  be  enacted,  the  savings  would 

'i  1 

be  even  greater.  However,  should  this  40%  cut  in  funding  be  implemented,  MHDC 
should  still  retain  the  ability  to  match  the  federal  credit  at  100%  in  order  to  assist  special 
housing  needs  or  rural  or  urban  areas  with  extremely  low  median  incomes. 


AMT  taxpayers  are  not  allowed  the  deduction  for  state  taxes  paid  when  calculating  their  AMT  liability; 
however,  the  tax  liability  stemming  from  the  AMT  is  a credit  against  the  federal  income  taxes  owed  in 
future  tax  years  when  the  AMT  does  not  cause  an  increase  in  tax  liability  compared  to  the  tax  liability 
calculated  under  normal  circumstances. 

The  legislative  changes  discussed  earlier  (changing  the  structure  of  the  credit  from  an  allocation  credit  to 
a transferable  certificate  and  eliminating  the  recapture  provision)  is  projected  by  Steve  Stogel  to  cause  the 
pricing  of  the  credit  to  increase  to  between  55  and  65  cents  per  $1  of  credit  and  an  additional  projected 
savings  of  $89,000,000  over  a seven  year  period  should  all  of  these  changes  be  enacted  simultaneously. 
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Introduction 


Through  its  expenditures,  a government  is  given 
command  over  resources  that  otherwise  would  have 
been  under  the  command  of  the  private  sector.  Gov- 
ernment purchases  are  financed  principally  through 
taxation;  that  is,  the  collection  of  resources  from  the 
private  sector  to  finance  its  purchases.  Both  tax  col- 
lections and  government  expenditures  are  recorded 
and  are  therefore,  referred  to  as  “on-budget”  items. 

In  addition  to  the  on-budget,  or  direct  effects, 
governments  implement  taxes  that  alter  prices.  Ac- 
cordingly, taxes  have  distortionary  effects:  the  taxes 
create  incentives  for  people  to  allocate  resources 
differently  than  they  would  under  a tax  code  with  no 
distortionary  taxes.  The  distortionary  effects  result  in 
a different  composition  of  goods  being  purchased  and 
in  a different  distribution  of  income.  The  size  of  the 
distortionary  effects  depends  on  the  tax  code  itself. 
Unlike  expenditures,  however,  distortionary  effects 
are  not  recorded  as  on-budget  outlays.  Thus,  the  dis- 
tortionary effects  are  referred  to  as  “off-budget”  items. 

Despite  the  apparent  differences  between 
on-budget  and  off-budget  items,  there  are  some 
important  similarities.  Most  importantly,  both  on- 
budget  and  off-budget  items  ultimately  influence 
the  resources  used  by  the  private  sector.  The  similar- 
ity suggests  that  some  treatment  of  off-budget  items 
is  warranted,  including  how  they  are  measured. 

The  purpose  of  this  report  is  to  provide  estimates 
of  the  tax  expenditures.  Broadly  defined,  a tax  expen- 
diture is  a tax  revenue  that  the  government  foregoes  by 
means  of  preferential  provisions  in  the  tax  code.  More 
specifically,  tax  codes  have  special  provisions — ^namely, 
exclusions,  exemptions,  deductions,  credits,  and  prefer- 
ential tax  rates — ^thataffect  people’s  resource  allocations 
and  the  distribution  of  income.  Government  revenue 
losses  caused  by  these  special  provisions  are  referred 
to  as  tax  expenditures.  Compared  to  direct  govern- 
ment outlays,  special  provisions  free  (read,  effectively 
lower)  taxes  and  thus,  allocate  resources  that  would 
have  otherwise  been  under  the  government’s  control. 

There  is  some  subjectivity  in  terms  of  identifying 
what  is  a tax  expenditure  and  what  is  not.  Governments 
choose  parameters  of  the  tax  code;  in  particular,  these 
provisions  are  exclusions,  deductions,  credits,  deferrals, 
and  preferential  tax  rates.  Within  this  class  of  govern- 
ment tax  provisions,  one  can  take  a narrow  or  a broad 
view  of  what  constitutes  a tax  expenditure.  Under  the 
narrow  view,  a tax  expenditure  is  reserved  for  changes  in 
tax  code  that  are  close  substitutes  for  direct  government 
spending.  Under  a broader  view,  the  notion  of  substitut- 


ability is  not  restricted  to  some  notion  of  closeness.  For 
example,  to  preserve  historic  buildings,  the  government 
can  purchase  the  buildings  and  thereby  ensure  their 
upkeep.  Alternatively,  the  government  could  issue  tax 
credits  to  citizens  willing  to  maintain  the  historic  struc- 
tures. In  both  cases,  historic  buildings  are  preserved. 
Thus,  the  credit  and  purchase  achieve  the  same  goal 
and  are  viewed  as  being  close  substitutes.  Clearly, 
the  sense  of  what  is  a close  substitute  is  subjective. 

In  order  to  determine  what  constitutes  a tax 
preference,  it  is  first  necessary  to  establish  a point  of 
reference.  Generally  speaking,  there  are  two  methods 
available:  (i)  the  base-year  (also  known  as  the  refer- 
ence-law) method  involves  a comparison  of  the  current 
tax  code  to  that  which  existed  in  some  pre- determined 
base  year;  and  (ii)  a comparison  of  current  tax  code 
to  some  theoretical  norm.  Both  methods  are  utilized 
here.  Under  both  methodologies,  the  resulting  tax 
expenditure  measure  is  an  index  number.  In  cases  in 
which  the  base-year  method  is  utilized,  we  will  fol- 
low the  same  base  year  utilized  in  the  calculation  of 
Federal  tax  expenditures;  that  is,  we  will  use  the  tax 
code  in  1974  as  the  base  year.  To  illustrate,  suppose 
tax  credits  for  historic  building  preservation  are  set  at 
$100  million  in  1974.  If  the  tax-credit  ceiling  is  raised 
to  $150  million,  and  redeemed,  in  1975,  then  there 
wouldbe  a tax  expenditure  equal  to  $5  0 million  in  1 975 . 

Judgments  are  also  applied  in  choosing  which 
method  to  use.  In  particular,  judgment  is  used  to  de- 
termine whether  a particular  tax  provision  constitutes 
preferential  treatment  or  not.  For  instance,  the  treat- 
ment of  depreciation  allowances  for  machinery  and 
equipment  illustrates  the  differences  in  tax-expenditure 
treatments  under  the  two  alternative  methods.  Prior  to 
the  most  recent  changes  in  accelerated  depreciation 
allowances,  an  analysis  using  the  base-year,  or  refer- 
ence-law method,  would  compute  that  there  was  no 
tax  expenditure  for  depreciation  allowances.  Before 
2000,  the  current  accelerated  depreciation  rules  were 
much  the  same  as  in  the  base-year  (1974)  codes.  Un- 
derthe  theoretical  normbaseline,  however,  accelerated 
depreciation  allowances  constitute  a tax  expenditure. 
The  intuition  behind  this  tax  expenditure  is  straight- 
forward. Under  an  accelerated  depreciation  schedule, 
business  expenses  are  higher,  profits  are  lower,  and 
the  corporation’s  tax  bill  is  reduced.  Suppose,  in- 
stead, that  depreciation  expenses  were  taken  over  the 
theoretical  norm.  Insofar  as  the  theoretical  norm  is 
the  economic  life  of  the  asset,  depreciation  expenses 
would  be  spread  over  a longer  time  period,  resulting  in 
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higher  profits  and  taxes.  Thus,  compared  to  the  useful 
life  of  the  machinery  and  equipment,  an  accelerated 
depreciation  allowance  is  a preferential  treatment.' 
The  difference  between  the  year  2000  federal  tax 
expenditure  under  the  reference- law  and  theoretical 
norm  baseline  is  estimated  to  be  about  $3 1 billion. 

Under  Missouri  statutes,  determination  of  what 
constitutes  a tax  expenditure  is  even  more  difficult.^ 
In  part,  the  difficulty  owes  to  Missouri’s  definition 
of  income,  statutory  adjustments,  and  itemized  de- 
ductions. Because  Missouri  has  adopted  the  Federal 
definitions,  preferential  tax  treatment  enacted  at  the 
federal  level  implicitly  results  in  preferential  tax 
treatment  at  the  state  level.  In  addition,  Missouri 
adopts  its  own  preferential  tax  treatments,  especially 
in  the  form  of  pension  income,  special  itemized  de- 
ductions for  social  security  and  railroad  retirement 
taxes  paid  along  with  a plethora  of  income  tax  credits. 

Policy  Implications 

Tax  expenditures  serve  two  principal  purposes. 
First,  they  redistribute  the  tax  burden.  Personal 
tax  exemptions  and  sales  tax  exemptions  for  food 
and  prescription  drugs,  for  instance,  shift  the  tax 
burden  from  lower  income  tax  reporting  units  to 
higher  income  tax  reporting  units.  In  other  words, 
the  overall  tax  code  becomes  more  progressive. 

Second,  tax  expenditures  provide  incentives.  These 
incentives  encourage  activities  or  behaviors  that  society 
deems  are  worthy.  The  FIOPE  credit  for  college  fees,  and 
charitable  deductions  are  examples  of  tax  expenditures 
aimed  at  encouraging  college  enrollment  and  dona- 
tions to  identified  charitable  organizations,  respectively. 

In  many  instances,  a direct  government  outlay  is 
more  apparent  than  a tax  expenditure.  Through  direct 
appropriation,  the  government  acquires  the  resource  di- 
rectly in  order  to  provide  a public  good,  such  as  national 
defense  or  highways;  as  such,  the  government  acquires 
goods  for  public  consumption.  In  contrast,  a tax  expen- 
diture achieves  public  goals,  such  as  a more  politically 
acceptable  distribution  of  income  or  encouraging  spe- 
cifictypes  of  quasi-public  goods  (e.g.,  a better  educated 
society),  through  actions  undertaken  by  private  agents. 

Because  direct  appropriations  are  more  often  easier 
to  observe,  there  may  be  a bias  to  implementing  poli- 
cies through  direct  outlays  as  opposed  to  preferential 
tax  treatment  as  a way  to  achieve  public  goals.  It  is 
not  that  tax  expenditures  are  not  recognized  as  means 
to  achieve  public  goals.  But,  the  level  of  achievement 
depends  on  a very  complex  set  of  interactions  between 


people.  For  instance,  it  is  difficult  to  measure  the  eco- 
nomic impact  because  it  requires  thorough  knowledge 
of  how  citizens  will  alter  their  behavior  in  response  to 
preferential  tax  treatments.  When  considering  direct 
outlays  versus  a tax  expenditure,  the  policymaker  must 
make  some  forecast  of  the  economic  impact  of  each 
policy.  Arguably,  it  is  more  difficult  to  forecast  the  ef- 
fect of  a preferential  change  in  tax  code.  For  one  thing, 
such  forecasts  rely  on  our  understanding  of  people’s 
behavior.  This  task  is  even  more  daunting  when  one 
considers  that  preferential  tax  treatments  do  not  exist 
in  isolation.  Perhaps  implementing  one  preferential 
tax  treatment  will  have  ramifications  for  other  taxes 
that  induce  people  to  engage  in  unexpected  behav- 
iors. One  simple  tax  code  change  can  have  unforeseen, 
and  undesirable,  consequences  when  implemented. 

Such  predictive  problems  notwithstanding,  there 
is  value  of  measuring  tax  expenditures.  Armed  with 
such  estimates,  policymakers  are  better  prepared  to 
rank  alternative  policy  goals  and  the  means  available 
to  achieve  these  goals.  The  policymaker’s  principle  job 
is  to  identify  the  lowest  cost  means  of  achieving  social 
goals.  The  policymaker’s  job  becomes  substantially 
more  difficult  by  constraining  the  policy  options  to 
direct  appropriations.  Thus,  measuring  tax  expenditures 
provides  information  that  the  policymaker  can  use. 


Overview 


This  report  is  divided  into  seven  sections,  one  for 
each  of  the  major  revenue  categories  for  the  State  of 
Missouri.  In  order,  we  will  detail  tax  expenditures  for 
the  following  categories:  individual  income,  corporation 
income,  sales  and  use,  selected  excise,  corporation  fran- 
chise, inheritance  and  estate,  and  insurance  premium. 

For  this  overview  to  be  complete,  we  identify  two 
caveats  that  are  necessary  for  the  reader  to  properly 
interpret  the  estimates  reported  here.  First,  we  assume 
thattax  expenditures  are  independent.  More  specifically, 
the  independence  assumption  amounts  to  estimating 
one  preferential  tax  treatment  at  a time.  In  doing  so, 
we  implicitly  estimate  a tax  expenditure  as  if  one  tax 
treatment  does  not  affect  the  estimates  of  any  other 
preferential  tax  treatment.  In  short,  tax  expenditures 
are  reported  as  if  they  are  isolated  events.  We  make 
this  assumption  for  tractability;  without  the  indepen- 
dence assumption,  we  would  need  a model  that  builds 
all  these  interactions  into  it.  No  such  model  exists. 

Second,  the  sum  across  tax  expenditure  categories 
cannot  be  accumulated  and  interpreted  as  the  sum  of 
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all  preferential  tax  treatments.  In  part,  the  sum  suffers 
from  the  caveat  raised  by  the  independence  assump- 
tion. In  addition,  we  have  noted  that  tax-expenditure 
estimates  are  obtained  from  reference-law  and  norm- 
baseline  methods.  By  adding  the  estimates  from  two 
different  methods,  one  would  obtain  an  amalgam  index 
value  that  neither  represents  the  value  of  taxes  freed 
relative  to  some  reference-law  tax  code  nor  represents 
the  value  of  taxes  freed  relative  to  some  theoretical 
norm  baseline.  Indeed,  a mixed  interpretation  is  nec- 
essary and  quite  cumbersome.  We  also  note  that  even 
with  the  set  of  tax-expenditures  estimates  using  the 


reference-law  method,  the  State  of  Missouri  and  the 
Federal  calculations  do  not  necessarily  use  the  same 
base  year.  We  do  not  provide  a summary  table  of  all 
tax  expenditures  and  strongly  recommend  that  readers 
do  not  accumulate  across  tax-expenditure  categories. 

Such  caveats  notwithstanding,  we  proceed 
with  our  reporting  of  the  estimates  of  tax  expen- 
ditures, beginning  with  those  preferential  tax  treat- 
ments directed  toward  individual  income  tax  codes. 


' The  accelerated  depreciation  schedule  is  an  excellent  way  to  illustrate  how  the  theoretical  norm  baseline  is  applied  to  the  calculation  of  a tax 
expenditure. 

^ In  general  we  adopt  the  broad  federal  definition.  As  such,  a tax  expenditure  consists  of  all  exemptions,  deductions,  credits,  and  preferential  tax  rates 
as  defined  in  the  Tax  Expenditure  Report  issued  by  the  Office  of  Management  and  Budget. 
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Exhibit  1 

Summary  of  Tax  Expenditures 
1998-2008 

1998  1999  2000  2001  2002  2003  2004^  2005^  2006^  2007^  2008^ 
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Transportation  Development  135.545  1999  1999  1999  1999  1999  10  Years,  Back  3 

Advantage  Missouri  Program  173.775  1999  1999  y.  y.  y.  10  Years 

Agricultural  Product  Utilization  Contributor  348.430  1999  1999  1999  1999  k 5 Years 

Bank  Tax  Credit  for  S Corp.  Shareholders  143.471  1999  1999  1999  1999  k 5 Years 


Exhibit  2 (continued) 

Summary  of  Major  Provisions  of  Missouri  Tax  Credits 

Effective  Year 

Income  Tax  Corp.  Financial  Insurance  Transfer  Refund- 

Credit  RSMO  Individual  corp.  Franchise  Institution  Premium  Carry  Forward  or  Sold  able 
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Office  of  Chief  Counsei 
internai  Revenue  Service 

Memorandum 


Number:  200445046 
Release  Date:  1 1/5/04 

CC:ITA:1  &3  Third  Party  Communication:  State 

POSTS-1 231 79-04  Government 

Date  of  Communication:  September  21 , 2004 
Date  of  Communication:  October  21 , 2004 

UILC:  164.00-00 

date:  October  29,  2004 

to:  Associate  Area  Counsel 

(Small  Business/Self-Employed) 

CC:SB:1:BOS 

from:  Acting  Chief,  Branch  1 

Office  of  Associate  Chief  Counsel 
(Income  Tax  and  Accounting) 

CC:ITA:1 


subject:  Massachusetts  Transferable  Tax  Credits 

This  Chief  Counsel  Advice  responds  to  your  request  for  assistance.  This  advice  may 
not  be  used  or  cited  as  precedent. 

ISSUE 

Whether  the  purchasers  of  Massachusetts  historic  rehabilitation  tax  credits  and  low- 
income  housing  tax  credits  have  made  a “payment,”  for  purposes  of  § 164(a)  of  the 
Internal  Revenue  Code,  when  they  file  their  state  tax  returns  and  use  the  purchased 
credits  to  reduce  their  state  tax  liability. 

CONCLUSION 

Such  purchasers  have  made  a payment  for  purposes  of  § 164(a)  when  they  file  their 
state  tax  returns  and  use  the  purchased  credits  to  reduce  their  state  tax  liability. 
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FACTS 

The  following  descriptions  of  the  credits  are  based  on  our  review  of  the  relevant  state 
statutes  and  regulations.  Also,  we  contacted  the  Rulings  and  Regulations  Bureau  of  the 
Massachusetts  Department  of  Revenue  to  confirm  our  understanding  of  certain 
provisions. 

Massachusetts  Historic  Rehabilitation  Tax  Credit 


Chapters  62  and  63  of  the  Massachusetts  General  Laws  provide,  respectively,  for  an 
income  tax  and  a corporate  excise  tax  imposed  on  corporate  net  income.  Section  6J  of 
M.G.L.  chapter  62  and  § 38R  of  M.G.L.  chapter  63  provide  for  a historic  rehabilitation 
tax  credit.^  Section  6J  applies  to  a person,  firm,  partnership,  trust,  estate,  limited  liability 
company,  or  other  entity  that  is  subject  to  the  income  tax  imposed  by  chapter  62. 

Section  6J(a)  (definition  of  “taxpayer”).  Section  38R  applies  to  a corporation  or  other 
entity  that  is  subject  to  an  excise  tax  imposed  by  chapter  63.  Section  38R(a)  (definition 
of  “taxpayer”).  See  also  § 63.38R.1  (2). 

Pursuant  to  these  provisions,  the  Commissioner  of  the  Massachusetts  Department  of 
Revenue  (MDOR),  in  consultation  with  the  Massachusetts  Historical  Commission 
(MHC),  will  authorize  annually,  for  the  five  year  period  beginning  January  1 , 2005,  and 
ending  December  31 , 2009,  an  amount  of  credit  not  to  exceed  $10,000,000  per  year. 
The  MHC  will  determine  the  criteria  for  eligibility  for  the  credit,  which  will  be  set  forth  in 
regulations.  Sections  6J(b)(1)(i)  and  38R(b)(1)(i).  See  also  § 63.38R.1  (3)(b). 

The  credit  will  be  equal  to  a percentage,  not  to  exceed  20  percent,  of  the  qualified 
rehabilitation  expenditures  made  by  a taxpayer  with  respect  to  a qualified  historic 
structure  that  has  received  final  certification  and  has  been  placed  in  service.  The  MHC 
will  administer,  determine  eligibility  for,  and  allocate  the  credit.  Sections  6J(b)(1)(ii)  and 
38R(b)(1  )(ii).  The  credit  will  be  allowed  for  the  tax  year  in  which  the  substantially 
rehabilitated  property  is  placed  in  service.  Any  amount  that  exceeds  the  year's  tax  may 
be  carried  forward  for  up  to  five  years.  Sections  6J(b)(2)  and  38R(b)(2).  See  also 
§§  63.38R.1  (9)  and  63.38R.1  (1 0).  Credits  allowed  to  a partnership,  a limited  liability 
company  taxed  as  a partnership,  or  multiple  owners  of  property  will  be  passed  through 
to  the  partners,  members,  or  owners,  respectively,  either  pro  rata  or  pursuant  to  an 
executed  agreement  documenting  an  alternative  distribution  method.  See  §§  6J(b)(2)(i) 
and  38R(b)(2)(i).  See  also  ^ 63.38R.1  (8). 

If,  before  the  end  of  the  five  year  period  beginning  on  the  date  on  which  the  qualified 
historic  structure  received  final  certification  and  was  placed  in  service,  the  taxpayer 


^ References  to  "section  6J"  and  "section  38R"  in  this  memorandum  are  to  the  sections  in  M.G.L. 
chapters  62  and  63,  respectiveiy. 

^ On  the  date  this  memorandum  was  issued,  830  CMR  § 63.38R.1  was  an  emergency  reguiation 
scheduied  to  expire  on  December  29,  2004.  References  to  "§  63.38R.1"  in  this  memorandum  are  to  this 
reguiation. 
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disposes  of  its  interest  in  the  structure,  the  tax  for  the  year  in  which  the  disposition 
occurs  will  be  increased  by  a recapture  amount  and  any  carry  forward  will  be  adjusted. 
Sections  6J(g)(1)  and  38R(g)(1).  The  state  income  tax  return  and  corporate  excise  tax 
return  forms  contain  a line  to  report  recapture  of  credits.  Transferees  are  not  subject  to 
recapture.  Section  63. 38R.1  (12). 

Taxpayers  eligible  for  the  credit  may,  with  prior  notice  to  the  MDOR,  transfer  the  credits, 
in  whole  or  in  part,  to  an  individual  or  entity,  and  "the  transferee  will  be  entitled  to  apply 
the  credits  against  tax  with  the  same  effect  as  if  the  transferee  had  incurred  the  qualified 
rehabilitation  expenditures  itself."  The  transferee  must  use  the  credit  in  the  year  it  is 
transferred;  any  excess  may  be  carried  forward  for  up  to  five  years  after  the  close  of  the 
tax  year  during  which  the  qualified  historic  structure  received  final  certification  and  was 
placed  in  service.  Sections  6J(b)(2)(ii)  and  38R(b)(2)(ii).  See  also  § 63.38R.1  (1 0)(b). 

Section  63.38R.1  (7)(a)  of  830  CMR,  tracking  the  statutory  provisions,  states: 

Any  taxpayer  allowed  to  take  the  historic  rehabilitation  credit  may  transfer  the 
credit,  in  whole  or  in  part,  to  any  individual  or  entity,  without  the  requirement  of 
transferring  any  ownership  interest  in  the  project  or  any  interest  in  the  entity 
which  owns  the  project.  Transferees  are  entitled  to  apply  the  credits  against  the 
tax  or  excise  with  the  same  effect  as  if  the  transferee  had  incurred  the  qualified 
rehabilitation  expenditures.  ...  The  credit  can  be  transferred  only  after  the  date  a 
chosen  project  becomes  a completed  project. 

The  regulations  require  that  the  transferor  enter  into  a transfer  contract  with  the 
transferee  of  the  credit.  The  transfer  contract  must  include  certain  specified 
information.  Section  63.38R.1  (7)(c).  The  transferor  must  file  a transfer 
statement  form  and  a copy  of  the  proposed  transfer  contract  with  the  MDOR  prior 
to  the  transfer,  and  file  the  executed  transfer  contract  within  30  days  after  the 
transfer.  Section  63.38R.1  (7)(b).  Any  taxpayer  who  is  a transferee  of  the  credit 
may,  provided  all  transfer  and  other  requirements  or  limitations  are  met,  apply 
the  credit  to  either  the  income  tax  imposed  under  chapter  62  or  the  excise  tax 
imposed  under  chapter  63.  Section  63.38R.1  (7)(d). 

Although  the  statute  and  regulations  are  not  explicit  on  these  points,  it  appears 
that  the  credit  is  nonrefundable,  and  that  transferees  may  choose  either  to  use 
the  credits  or  transfer  them  to  other  taxpayers. 

Massachusetts  Low-Income  Housing  Tax  Credit 


Section  61  of  chapter  62  and  § 31 H of  chapter  63  of  the  Massachusetts  General  Laws^ 
provide  for  a low-income  housing  tax  credit  that  supplements  the  credit  provided  for  in 


^ References  in  this  memorandum  to  "section  61"  and  "section  31 H"  are  to  the  sections  in  M.G.L. 
chapters  62  and  63,  respectiveiy. 


POSTS-1 231 79-04 


4 


§ 42  of  the  Internal  Revenue  Code.  Section  6I  applies  to  a person,  firm,  partnership,  or 
other  entity  that  is  subject  to  the  income  tax  imposed  by  chapter  62.  Section  6l(a) 
(definition  of  “taxpayer”).  Section  31 H applies  to  corporations  that  are  subject  to  an 
excise  tax  imposed  by  chapter  63.  Section  31  H(a)  (definition  of  “taxpayer”).  See  also 
760  CMR  §§  54.02  and  54.05. 

The  Massachusetts  Department  of  Housing  and  Community  Development  (MDHCD),  or 
its  successor  agency,  may  authorize  annually,  for  the  five  year  period  beginning 
January  1 , 2001 , and  ending  December  31 , 2005,  the  total  sum  of: 

(1 ) the  lesser  of  50  percent  of  the  federal  per  capita  tax  credits  awarded  to  the 
commonwealth  pursuant  to  § 42  of  the  Internal  Revenue  Code  or  $4,000,000; 

(2)  unused  Massachusetts  low-income  housing  tax  credits,  if  any,  for  the 
preceding  calendar  years;  and 

(3)  any  Massachusetts  low-income  housing  tax  credits  returned  to  the  MDHCD 
by  a qualified  Massachusetts  project. 

Sections  61(b)(1)  and  31  H(b)(1).  See  also  760  CMR  § 54.03.  Generally,  the  MDHCD 
authorizes,  administers,  determines  eligibility  for,  and  allocates  the  Massachusetts  low- 
income  housing  tax  credit  in  accordance  with  the  standards  and  requirements  set  forth 
in  I.R.C.  § 42.  The  combined  federal  and  Massachusetts  low-income  housing  tax  credit 
is  the  least  amount  necessary  to  ensure  financial  feasibility.  Sections  61(b)(2)  and 
31  H(b)(2).  The  MDHCD,  in  consultation  with  the  MDOR,  monitors  and  oversees 
compliance  with  the  Massachusetts  program.  Sections  61(g)  and  31  H(g). 

The  Massachusetts  low-income  housing  tax  credit  is  claimed  equally  for  five  years  and 
is  not  refundable.  Sections  61(c)(3)  and  31  H(c)(3).  See  also  760  CMR  § 54.03(2).  Any 
amount  of  the  credit  that  exceeds  the  tax  due  for  a year  may  be  carried  forward  to  any 
of  the  five  subsequent  years.  Sections  61(c)(3)  and  31  H(c)(3).  See  also  760  CMR 
§ 54.10.  See  760  CMR  §§  54.08  and  54.09  for  rules  concerning  the  time  for  claiming 
the  credit.  See  760  CMR  § 54.06  for  rules  concerning  the  allotment  of  credits  to 
partners/members  of  flow-through  entities  and  multiple  owners  of  property. 

If  under  I.R.C.  § 42  a portion  of  any  federal  low-income  housing  tax  credits  taken  on  a 
low-income  project  must  be  recaptured,  the  Massachusetts  low-income  housing  tax 
credit  authorized  with  respect  to  such  project  is  also  recaptured;  any  credit  not  yet 
claimed  is  disallowed.  See  §§  61(d)(2)  and  31  H(d)(2);  760  CMR  § 54.1 2(1 ). 

Transferees  are  subject  to  recapture.  760  CMR  § 54.12(1).  The  amount  of  recapture 
shall  be  reported  and  subject  to  tax  in  the  year  during  which  the  federal  recapture 
occurs.  760  CMR  § 54.12(4).  The  state  income  tax  return  and  corporate  excise  tax 
return  forms  contain  a line  to  report  recapture  of  credits. 

All  or  any  portion  of  the  credits  may  be  transferred,  sold,  or  assigned  to  taxpayers  who 
have  received  an  allocation  of  federal  low-income  housing  tax  credit.  Sections  61(f)(1) 


POSTS-1 231 79-04 


5 


and  31  H(f)(1).  An  owner  or  transferee  desiring  to  make  a transfer,  sale,  or  assignment 
must  submit  to  the  MDOR  a statement  that  describes  the  amount  of  credit  eligible  for 
transfer,  as  well  as  appropriate  information  so  that  the  credit  can  be  properly  allocated. 
Sections  61(f)(2)  and  31  H(f)(2). 

Section  54.07(1)  of  760  CMR  provides  the  following  rules: 

Any  taxpayer  with  an  ownership  interest  in  a qualified  Massachusetts 
project  with  respect  to  which  there  has  been  allocated  Massachusetts  low- 
income  housing  tax  credit  and  any  taxpayer  to  whom  the  right  to  claim 
Massachusetts  low-income  housing  tax  credit  has  been  allotted  or 
transferred  may  transfer  the  right  to  claim  unclaimed  Massachusetts  low- 
income  housing  tax  credit  to  any  other  Massachusetts  taxpayer  eligible  to 
claim  a federal  low-income  housing  tax  credit  with  respect  to  the  original 
or  a different  qualified  Massachusetts  project  without  the  necessity  of 
transferring  any  ownership  interest  in  the  original  project  or  any  interest  in 
the  entity  which  owns  the  original  project.  The  transferor  must  transfer  all 
credit  attributable  to  periods  after  the  transfer  date  agreed  upon  by  the 
parties. 

The  regulations  require  that  the  transferor  enter  into  a transfer  contract  with  the 
transferee  of  the  credit.  The  transfer  contract  must  include  certain  specified 
information.  760  CMR  § 54.07(2).  The  transferee  may  then  claim  the  credit 
“notwithstanding  the  fact  that  the  credit  may  initially  have  been  allocated  to  a 
taxpayer  paying  a different  income  tax  (i.e.,  personal  or  corporate).”  760  CMR  § 
54.07(3).  The  transferor  must  file  a transfer  statement  form  with  the  MDOR 
within  30  days  after  the  transfer.  Each  taxpayer  claiming  the  credit  must  file  with 
each  Massachusetts  tax  return  on  which  the  credit  is  claimed  copies  of  all 
transfer  statements  and  transfer  contracts  necessary  to  enable  the  MDOR  to 
trace  the  claimed  credit  to  the  credit  that  was  initially  allocated  with  respect  to  the 
project.  760  CMR  §54.13(4). 

LAW  AND  ANALYSIS 

Section  164(a)  of  the  Internal  Revenue  Code  generally  allows  as  a deduction  certain 
types  of  taxes,  listed  in  § 1 64(a)(1  )-(5),  that  are  paid  or  accrued  within  the  tax  year.  See 
also  § 1 .1 64-1  (a)  of  the  Income  Tax  Regulations.  Specifically,  § 1 64(a)(3)  provides  for 
the  deduction  of  state  and  local  income  taxes  paid  or  accrued  within  the  tax  year. 
Additionally,  § 164(a)  provides  for  the  deduction  of  state  and  local  taxes  not  described 
in  § 1 64(a)(1  )-(5)  that  are  paid  or  accrued  within  the  tax  year  in  carrying  on  a trade  or 
business  or  an  activity  described  in  § 212  (relating  to  expenses  for  production  of 
income).  See  also  Rev.  Rul.  70-561 , 1970-2  C.B.  40  (Pennsylvania  excise  tax  imposed 
on  corporate  net  income  is  deductible  under  § 164(a)). 

A transferee’s  payment  to  a transferor  for  the  purchase  of  a transferable  state  tax  credit 
is  clearly  not  a payment  of  tax  or  a payment  in  lieu  of  tax  for  purposes  of  § 164(a).  See 
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Rev.  Ruls.  61  -1 52,  1 961  -2  C.B.  42;  71  -49,  1 971  -1  C.B.  1 03;  81  -1 92,  1 981  -2  C.B.  49.  In 
addition,  generally  the  application  of  a credit  against  a tax  liability  is  merely  a reduction 
of  the  tax  liability.  See  Rev.  Rul.  79-315,  1979-2  C.B.  27.  However,  in  this  situation,  a 
transferee  has  purchased  a credit  for  value  and  the  credit  is  “property”  in  the 
transferee’s  hands  rather  than  a factor  in  the  calculation  of  tax  due.  The  use  of  the 
credit  to  reduce  the  transferee’s  state  tax  is  analogous  to  the  transfer  of  property  to  the 
state  in  satisfaction  of  the  transferee’s  tax  liability.  Thus,  the  transferee  of  a 
Massachusetts  historic  rehabilitation  tax  credit  or  low-income  housing  tax  credit  will 
have  made  a payment,  for  purposes  of  I.R.C.  § 164(a),  when  it  files  its  state  tax  return 
and  uses  the  purchased  credit  to  reduce  its  state  tax  liability. 

Please  call  (202)  622-4950  if  you  have  any  further  questions. 


